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WHATTO DO WlTH THE STOCK? We continue our cauth~s  view oftelecom, a h o u g h  
recedt stock price declines make us wmewhat less cautiaw. 
W i t h  the group the Bells and rural teka should provide the kt r e t m u .  And, within 
the E& we continue TO vlew Verizon rn the b a t  choice rqht n w .  k manapnent 
Indicates, share loss to UNE- P Is goi to  be quite damaging tn S3C. And we believe it 

valuatlm~ premium that SBC trade at relathe to VeWn on Pi€. EVIEBmA. and 
dividend yleld 19 probably not sustainable over the next six months We continue t o  UM our 
current EPS estimates of $2.36 for this year and next 

UNE- P A BIG PROELEM WlTHOUT LD. SBC has k e n  the m t  vwal critic of 
W E -  P. and is worklng hard to raise prlces and diminish the negative effect. In the 
a b n c e  of pervasive io distance appmval. UNE- P has been and will ccsotlnw to h wty 

second half of '03, and California not likely until yearend '02, SBC stands quite exposed at 
the momrlt. However, we should not extrapolate- the SBC experience uniformly to the 
o t h r  RBOCs. No others lace the unique combination of low priced W E -  P, high 
resickntul rata [in the Anerrtech region). big concentrated lndustrral s m e s ,  and no LD 
capkillty. Thw, we don't Verizgn In paqicular, and EdlSouth bo B lesser degree has 
havlng t he  same degree of exposure, sb, yes. if an ILEC lodes B CIJS~OIIW to UNE-F it's a 
big hit to the bottom Une - but it has to lose the customer for t h e  hit to b~ taken. 
And Itl our view VZ md BLS are W y  ta be able to affxt thls matdally bet ta  than SBC 
o w  the nem year, It should be noted that SEC bas been en oyhg these Same benefits s h e  

in !q jurkdktions, using the regulatory path as one attempt at d s l n  rate. 

lOH, 

wU1 suffer the p a t w  mrlwqucms o T this phenomenon amma [he thm Bell$, Thus, tiw 

damaging to SBC. With "8, I2 approval in t h e  Amerltech regh not likely until the middle or 

retmticn In lw $rate$ where it has l q  dhtanee approvd, d 8C In tds  0 fib c m  studies 

In adbitlon, it mnthes 10 try to LM bund@ BS sggre4~vsly as p s i  \ 1e to deet share 

WIRELESS CONSOLIDATION A KEY OBJECTIVE, Newspaper reports have 
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emgpmted the speed Qf wireless consolidation end the pmjgm that has h e n  made TO date. 
However. the desirability of getting B deal done ls obvious, and the cmpanly ackmledged active 
canversatlons Mr. Stephewn noted that af the WD options €or dwls AWE pmnts less diludm, 
but gmm regulatoq end I n t e t i m  hurdles, V o k a m a m  presents higher dilution but far easler 
regulatory spprwai and inreg~~~loa. Furthermom, s M a r  to press arcnun&. he indicated a deal 
for V0k-m m y  h impracttd without ta In DT zi an quity participant (Le, no all- cash 

WIRELESS PRICE HIKES. DESPITE SLOWER SUE GROWTH. The healingefkm of wireless 
mergets we wt nearly upan w yet. In the meantlme, Clqdw is taking steps to 'heal thyself.' T h  
price hikes are geared tb host  profltablhty. even $8 It sacrlkes sub growth, The partlcu4r 
increase in m t h d  plan rates announcrd tM week are gear& t o  bah  redm off- network 
roaming costs and h w  down the conmmptian af TDMA network capacity. SBC and ELS are fully 
expwthg tW joint v e n b e  ta q r l e n c e  law to w sub growth BS a muh of t b  actlorn as welt 
as the c u s t o m  chum that wtll be sttlrmclakd by the WwrldCom rexh shift. 

deal,) And, importantly, SEC Is open to that pbssl 9 ility. 

COST REDUCTIONS KEY TO M M A I N I N G  EARNJNGS AND BOOSTING MARGINS. SBC 
SEES the mar@ differential between jt and VZ and BLS as indlratlng an oppomn l~  for further 
cmt Cutting. eolntlrsg to opportunities in consddating ca l l  ceerltet5, raising elf ldencb in netwmk 
operiitlom. and @nerdy trimming owhead tmts. Stephenson i s  focused and confident In whg 
these steps to help improve mrgh In t h e  face of share loss. 

CALIFORNIA DSL EXPERIENCE GIVES CONFIDENCE IN LONG TERM POTEFTAL, In 
Californh SBC b mjauing the b m e f b  o! scak DSL operatiom, havlng acchiwed a b u t  ID% 
penewatlm so fat, As a mult, operatbns ore already EBlTDA pdtlve wd on the trajectmy to  
reach SBC'a tqe ted  h d l e  rate. 
The deps that got Cdfornle to scale Illdude: BII effmive xlf- instdlation prqxam; low help 
desk cwts d k t i v e  churn wntml ( d m  mwamh 2-3%): and e f k t t v e  marke w s t  the 
cable operators. SBC belleves that mass marker deployment of DSL will ~ m c .  a 3 that tiered 
offerings are om step in getting there. This will allow l o w  monthl prim for h e r  speeds, but 

than our lo* t m  stlmate, hut direttimdl our d e l s  Look at the market in the $m wvay, 

contlnue to try to bundle DSL as a way of offsetting &are loss, indicating thet churn falls 75% for 
those customers taking DSL on top of W r  local service, 

should h able to maln'aaln an awrw mgnthIy pclm of apprdmate r y $40. This js a h i e  higher 

Due to the a h n o e  of long d i m m  apprwa ; in Californ4 and the Amcriteth states. SBC will 

-- Galdrnan Sachs Global Equlty Research 2 
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All relevant disclosures appear on the last page of this report. 

KEY POINTS: 
We believe the debate at the FCC over the future of UNE-P has surpassed the 

broadband debate in intensity and near-term importance for the telecom 
sector, as the Bells have been thrown on the defensive due to line losses to 
rivals. 
* We believe that the Bells (SBC, BLS, VZ, Q) will have a difficult time 
convincing regulators to quickly eliminate the rights of local 'competitors to 
lease out Bell networks (UNE-P) at deep discounts. This is problematic for 
all the Bells but; in our view, is particularly problematic for SBC as its 
lack of long-distance progress in the Ameritech region makes it more 
vulnerable to UNE-P competitors. The Bells could gain some immediate relief 
in business markets (as well as some relief toward deregulating their 
broadband offerings in separate proceedings), but we doubt the FCC will 
eliminate UNE-P in residential markets in the near term. 
* We believe the Commission is likely to establish a sunset or triggers for 
phasing out UNE-P. While the details of such rules are far from settled, we 
think the result will give key UNE-P providers, WorldCom (WCOEQ) and AT6T 
(T), time to continue to change the facts on the ground. The more they win 
new local customers, the more-they increase the potential for a backlash if 
the phase-out dismantles the main platform for residential competition. 
* Even if the FCC scraps or pares back UNE-P, many state regulators would 
likely try to retain it. Also, all decisions would be subject to court, 
challenge that could take years to resolve, with the courts likely to 
maintain the legal status quo in the meantime. 
While the Bells will not gain immediate regulatory relief, we believe that 

through bundling and other marketing efforts, they can significantly reduce 
the negative impact of UNE-P competition. 
* We believe another potential nightmare for,the Bells would be if cable 
begins using UNE-P to accelerate its budding cable telephony offerings. 

As we noted when WorldCom announced its "Neighborhood" plan, the intensified 
efforts by WorldCom (WCOEQ) and ATLT (T) to compete using the Bell 
UnbundSed ~Network~%lements Platform (UNE-P) ha5 dramatically~raCsed the 
stakes of the FCC unbundling policy debates. (See our April 23 note WCOM/MCI 
Bundled Phone Offer Challenges Rivals and Regulators.) The most recent Bell 
quarterly reports suggest that the impact of UNE-P is quickly growing. (For a 
discussion of the economics of UNE-P, see the report by our colleagues Daniel 
Zit0 and Brad Wilson, Cautious Long-Distance Outlook, June 27, 2002. For a 
state-by-state UNE pricing and sensitivity study, see attachment to VZ: 
Comments on RBOC Weakness, August 21, 2002, by our collegues Michael J. 
Balhoff and Christopher. C. King.) 
The impact of UNE-P has caused the Regional Bell operating Companies 
(SBC, BLS, Q, VZ) to shift their priorities in seeking regulatory relief. 
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While the core Bell policy thrust had been to gain deregulation of their 
broadband services, recent events suggest the Bells have ramped up their 
lobbying efforts to cripple the ability of competitors to use UNE-P to gain 
market share in the traditional voice market. 

Some in the Bell camp have predicted the FCC will act to eliminate UNE-P in 
a flash cut. FCC action on UNE-P is still months away (probably 4-8 months) 
but our current view is that prediction is likely to prove largely inaccurate 
in the near term, particularly concerning the availability of UNE-P in 
residential markets. This note outlines some of the dynamics affecting the 
resolution of the UNE-P debate. 
Background on UNE-P. UNE-P offers competitors an opportunity to use 
all the UNEs at discounted "TELRIC" (Total Element Long Run Incremental Cost) 
rates and to add further value-added services on top of the platform. 
According to an industry estimate building on a FCC survey of incumbent local 
exchange carriers (ILECs), of the 20-plus million lines won by long-distance 
companies (IXCs) and other local competitors (CLECs) as of June 2002, about 
7 . 7  million are UNE-P based. It is the fastest growing method of competitive 
entry. In 2001, according to FCC data, more than 60% of the CLEC line growth 
was due to UNE-P, about twice the rate in 2000. T and WCOEQ are capturing. 
most of the UNE-P line growth but other companies are responsible for about 
43% of UNE-P lines. 

Reasons for Increase in UNE-P Competit.ion. While UNE-P has been available 
for some time, its use has ramped up significantly over the last year. In our 
view, this is due to two critical developments. First, numerous.states have 
lowered wholesale UNE-P rates. Second, the Bells have achieved sufficient 
long-distance entry to give the IXCs the incentive to more aggressively use 
UNE-P to protect their existing markets. 
Differing Impact on the Bells. UNE-P has had a differing impact on each of 
the Bells, affecting SBC and BLS more negatively in the last quarter than VZ. 
The reason for this difference, in our view, is that VZ's relative lead in 
gaining long-distance entry (with 74% of its lines already eligible) has 
given it the ability to bundle local and long distance in more states, 
providing a stronger defense against competition. As a measure of the value 
of long distance offerings in combating UNE-P competition, we note that SBC 
estimates that where it offers long distance, it doubles its winback rates. 
We also think that VZ's intensified strategy of bundling their landline voice 
services with wireless and Internet access services will provide an even 
stronger defense against UNE-P competitors. 

We surmise that BLS will have greater success in stemming the tide of UNE-P 
line loss once it gains the right to offer long distance services in more 
states. It currently has applications pending in 5 of the remaining 7 states 
where it cannot offer such services. An FCC decision on these 5 is due in 
mid-September and we believe the prospects for approval are good. 
In light of UNE-P competition, SBC's problems in advancing its Sec. 271 
long-distance applications become more important to SBC's financial picture. 
This is particularly true in the Ameritech region and California. SBC has a 
large window of vulnerability in the Ameritech region where state regulators 
have been aggressive in providing incentives for UNE-P competition, but SBC 
has not made significant progress with the testing and verification required 
for Sec. 271 approval. In California, SBC has better prospects, as it hopes 
to send the FCC its long-distance application in September. Given the TELRIC 
price cuts just announced by the state PUC and California's size, we expect a 
major push by T to sign up customers before SBC gets approval to offer long 
distance services. 

Q has some vulnerability to UNE-P, due to its lack of long-distance 
approval, but we expect Q to gain approval to offer long distance services in 
a number of states in the next several months. While Q's states are not the 
highest priority states for the UNE-P based competitors, we note that UNE-P 
competition has attracted more than 5% market share in Iowa, North Dakota, 
south Dakota, and Wyoming. 
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The Bells' Attack on UNE-P. The Bells have two basic strategies for 
attacking the viability of UNE-P. First, they can challenge the TELRIC 
discounts at both the federal and state levels in an effort to raise UNE-P 
rates and squeeze their competitors' margins. Verizon recently took this tact 
at the FCC through a letter by its General Counsel suggesting ways the agency 
could "clarify" TELRIC, all in ways that would have the affect of raising the 
price for competitors. We expect the other Bell companies to join this 
effort. The Bells are also likely to challenge individual state UNE pricing 
decisions in regulatory proceedings and in court. For example, SBC has 
already filed a petition to raise TELRIC rates in OH and we have heard they 
are considering filing a petition to do the same in Illinois, though they are 
waiting until after the November election, in which three of the five members 
of the State PUC could change. The Bells are also contemplating filing suits 
challenging some of the states' TELRIC decisions as an unconstitutional 
taking. 

Second, as part of the FCC's "Triennial Review" proceding, the Bells hope 
to convince the FCC to remove certain elements, most notably switching, from 
the UNE list. Such a decision would not only raise the cost of providing 
services through UNE-P, it also would make UNE-P impractical for the consumer 
market due to the difficulty of seamlessly migrating tens of thousands of 
lines from the ILEC's to the competitor's switches. We note that as offering 
unbundled switching is specifically listed as one of the requirements for 
gaining long-distance entry, the legal burden of eliminating the requirement 
is likely to be higher. 
While the Republican majority at the Commission wants to move in a 
deregulatory direction, we do not believe that majority has yet decided how 
that impulse should be channeled in revising the UNE rules. The staff is 
evaluating the effects of UNEs in various markets, and that analysis, 
particularly regarding the impact of UNE-P on investment in facilities, could 
swing any of the commissioners.in different directions. (The review is at an 
early stage ,as the staff is currently immersed in evaluating 17 pending Sec. 
271 applications.) But some of the dynamics affecting the UNE-P policy 
process are already apparent. 

FCC Direction: Set Out Path for Gradual Elimination of UNE-P. We 
believe that the FCC is likely to view UNE-P as a transitional vehicle to 
more facilities-based competition. We also believe that the Commission views 
the D.C. Circuit's May 24  USTA v. FCC ruling on UNEs favoring the ILECs, as 
subjecting any decision to eliminate an element on a national basis to a 
material legal risk. In that light, we believe the Commission is likely to 
view its job in the Triennial Review not as deciding whether to keep or 
eliminate UNE-P, but rather to set forth the right balance of incentives and 
market signals for creating a glide path from UNE-P to facilities-based 
competition. 
Transitional Tools: Sunsets and Triggers. There are two basic ways the 
Commission could act. First, it can eliminate UNE-P at a date certain (a 
"sunset"). While that approach provides the most market certainty, it is 
legally vulnerable. Critics could attack an FCC projection of future market 
conditions as not reflecting the requirement that competitors' should be able 
to gain access to network elements without which their ability to compete 
would be "impaired." One way.to mitigate the legal risk is to provide a 
"soft" sunset in which the date merely creates a presumption that the.FCC 
would~~act to eliminate UNE-P. While such a rule is more defensible, it 
provides less certainty to the market and the companies, effectively delaying 
the ultimate debate for another day; a day, it is worth noting, in which the 
composition of the Commission and the market structure of the telecom 
industry could be very different. 

, 

(continued ... 1 
First Call Corporation, a Thomson Financial company. 
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The second method is to provide "triggers" by which the Commission would 
measure whether access to switching, or the UNE-P platform, is no longer 
needed. These could include competitive metrics, such as a market share loss ,  
or technical prerequisites to a healthy unregulated wholesale market, such as 
electronic loop provisioning. Triggers would be stronger legally but would 
retain market uncertainty about the long-term prospects of UNE-P. Further, 
there is a question as to whether the federal or state regulators would have 
the task of doing the fact finding on the triggers, a decision that could 
further impact the timing of when and whether the trigger is actually pulled. 
Another way of transitioning away from UNE-P is to continue to require the 
Bells to provide access to the platform but to no longer require TELRIC 
pricing. Rather, the price could be set by the states as a tariff that would 
have to be "just and reasonable.'' While this would probably increase the cost 
to competitors, it would likely involve lengthy litigation and regulatory 
delay. 

We believe the debate over UNE-P will ultimately move to a debate about 
this transition. In such a debate, just like the legislative and regulatory 
debate over the 14-point checklist for Bell long-distance entry, details are 
critical. A l s o ,  just as with the legislative and subsequent regulatory fights 
over Section 271, the significance of the details is both a market structure 
issue (that is, how will the market look when the transition is over) and a 
timing issue (that is, how long will it take for the sunset to occur or the 
trigger to take affect.) The Bells will be arguing for fast, certain and 
limited transitional elements; their opponents will argue for the opposite. 
The critical point, from our perspective, is that adoption of sunsets or 
triggers will not end the .debate; rather, just as with Section 271,'it 
changes the debate but inevitably leads to a longer time period before a 
material change in the current status. 
Eliminating UNE-P Quickly: The Bells have some hope. The Bells still 
have some hope of either eliminating or quickly transitioning away from UNE- 
P. This is particularly true regarding switching for business offerings. 
First, we note that the analysis for using UNE-P to serve business and 
residential customers is different. We believe the 'FCC is more sympathetic to 
the Bell's case for paring back unbundled switching in business markets, as 
competitors have installed numerous switches to serve such customers. Such ' '  ' 

installations call into question whether new entrants' ability to compete in 
business markets would be lmpaired without unbundled switching. We think the 
FcC generally wants to cut back on the use of UNE-P for business customers. 
It could rule, for example, that the current exemption of unbundled switching 
f o r  customers with four or more lines should apply in all markets, and not 
just the top 50. An alternative approach would be to have a trade-off between 
the number of lines and the market size, such as an exemption for the smaller 
markets (i.e., markets 50 through 100) where the line count was greater 
(i.e., 12 lines or higher.) A key political issue here is whether small 
business advocacy groups, which generally do not engage in telecom policy 
debates, will fight .any further restrictions on the use of UNE-P. 

Regarding UNE-P generally, FCC Chairman Michael Powell and other key 
policyfnakers have-expressed~ a preference for facilities-based competition. 
Some officials believe that UNE-P does not really provide sustainable, new 
benefits to consumers and therefore should eventually be eliminated. The 
Bells will use their depressed stock prices and earnings to argue t h a t  the 
economics of UNE-P will cripple the last remaining strong players in the 
telecom sector, ILECs, and thereby threaten network investment and 
reliability. Market trends toward the end of the decision-making process 
could affect the details of the transition that the FCC ultimately chooses 
The Bells will also benefit from the reduced political firepower of the 
IXC/CLEC sector. With WorldCom and others under enormous financial 
constraints, the competitors' ability to utilize a battalion of lawyers, 
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lobbyists and economists to shape the debate is reduced. Moreover, some in 
the telecom manufacturing community and Silicon Valley are likely to join the 
Bells in pushing for regulatory relief as they fear maintenance of the status 
quo will exacerbate the cuts in telecom capital spending. Finally, the Bells 
might be successful in some of the court challenges to the specific state 
rate settings. 
But a quick kill of UNE-P is an uphill battle. In addition to having 
to make persuasive policy arguments, the Bells will have to overcome a number 
of political hurdles to succeed. 

The Bells can't win everything and broadband relief is easier politically 
than eliminating UNE-P in a flash cut. The FCC has teed up numerous telecom 
rulemakings but at their core, they will address two fundamental issues: how 
to regulate the current Bell network to enable telephony competition and how 
to regulate the Bell network as it offers broadband. While these issues raise 
many separate policy decisions, and.while we believe the Bells are likely to 
improve their position as a result of the proceedings, it is a basic rule of 
Washington that no one wins everything. We think it unlikely that the Bells 
will get what they want on both broad sets of issues. For a number of 
reasons, we think it is easier for the FCC to grant the Bells relief on 
broadband than UNE-P. Given the precedents, radically changing the UNE rules 
now would be more disruptive than clarifying broadband rules. Chairman Powell 
welcomed the Supreme Court's May decision in the TELRIC case by saying it was 
good because .it finally gave some certainty to the pricing issues. While 
every chairman has an opportunity to change the direction of FCC policy, it 
would be improbable for Mr. Powell to change direction on some of the FCC's 
core current policies, given his view on the value of certainty. Further, 
even if the FCC did adopt new rules for implementing TELRIC, it is unlikely 
the FCC would require all states to immediately redo their existing rates. 
Just as important, it is easier to provide the Bells relief for investments 
in networks for .new, broadband services than to grant them relief in a way 
that immediately raises competitors' costs to'the point at which they would, 
have to drop their voice services or dramatically raise prices for millions 
of customers. An FCC move to scrap UNE-P in a flash cut could spark a 
consumer and political backlash -- and the potential force of such a backlash 
is growing. 'By adding hundreds.of thousands of new local customers (and 
possibly millions by the time of a decision), the latest WorldCom and AT&T 
local offensives are changing the facts on the ground and increasing the 
risks for the Commission. 

Moreover, broadband regulation was not as fully debated at the time of the 
Act. Therefore,.in combination with the fact that  cable^ is winning the 
majority of broadband connections, there is more sympathy for the Bells 
position on deregulating investments in new services. Certain changes, such 
as deregulating access to remote terminals, faces limited political 
opposition as so few CLECs are actually seeking such access. This is not to 
suggest that the Bells will easily win everything they seek in the broadband 
proceedings. There are a number of issues, such as the impact on universal 
service, that are causing great concern at the agency and on Capitol Hill. 
Nonetheless, we think it will be generally easier for the Commission to grant 
some relief for the Bells in how they invest in the broadband,networks of 
tomorrow than give relief that eliminates existing consumer choices today. 
Even if the Bells win at the federal level, they will have a difficult time 
prevailing in the states. If the Bells succeed at the FCC in changing TELRIC 
or eliminating unbundled switching, we believe it is likely that they will 
meet stiff resistance in the states, particularly those states that have seen 
significant market penetration through UNE-P. A number of state regulators 
have already suggested that they view the FCC decisions regarding what 
constitutes a UNE as essentially advisory. If the FCC eliminates UNE 
requirements, many state commissions believe they have a right to retain 
existing UNE rules under prior state regulatory orders or state law. Many 
states have implemented unbundling as part of a price-cap/alternative- 
regulation plan. Some states are going to be reluctant to eliminate the 
platform for what they see as the only serious competition benefiting Bell 
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consumers. While the Bells would like the FCC to preempt the states, the 
Bells own position on states' rights in the early days of the implementation 
of the Act gives the FCC plenty of political cover for not intervening. 
Further, Republicans generally are more reluctant to preempt the states:The 
FCC has recently taken action, such as in the Customer Proprietary Network 
Information (CPNI) proceeding, to explicitly welcome state modification of 
FCC rules. Any effort by Chairman Powell to preempt state action is likely to 
cause a negative reaction by some who are generally supportive of him. 

We also note an FCC move to pare back UNE-P requirements would be subject 
to immediate legal challenge from the states and local competitors. Of 
course, the Bells could also challenge an FCC decision that they believe does 
not go far enough. Either way, however, we believe both the FCC and the 
Courts are likely to favor maintaining the status quo to avoid market 
disruptions until the case is definitively resolved, which could take two or 
three years. 
Attacking UNE-P changes the principal Bell message of deregulating 
broadband. For the last several years, the Bells have been trying to have 
their broadband investments deregulated, principally through the Tauzin- 
Dingell legislation, which passed the House but has stalled in the Senate. By 
focusing on advocating for new rules for new investments, they sent a message 
to government officials that deregulating competitors' access to the current 
telephone network, while welcome, was of a lesser priority. While the Bells 
see no policy contradiction in asking for both broadband relief and UNE-P, in 
terms of their political message, the Bells.' intensified drumbeat on UNE-P 
adjusts their message in a way that we believe inevitably makes it less 
effective. 

The UNE-P debate forces the regulaturs to confront how they Will 
stimulate competition and the Bells to confront how they want to be treated. 
The UNE-P debate is particularly important, as the decisions Will shape both 
market structure and investment incentives for all telecom players. 
The debate forces regulators to confront whether they are willing to wait 
for full, inter-modal competition or feel the need to.generate a greater 
competitive dynamic now. The great hope of regulators is that cable and 
wireless will fully compete some day with the wired phone network eliminating 
the need for much regulation. While cable modem service and wireless have 
affected the provision of non-primary residential phone lines, they have not 

regulators to conclude that regulation is no longer necessary; Moreover, 
given the current capital constraints on cable and on the non-Bell-affiliated 
wireless companies, the regulators have to question how long it will be 
before full facilities-based competition is available. 

.yet affected primary residential lines in a way that we believe would cause 

(continued . . . I  
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The debate forces the Bells to confront how they want to be treated. The 
Bells want to be deregulated, preferably without having to face any 
significant.competition for their primary line service. We believe such a 
goal, however, is unrealistic. We do not think they will be successful on 
either the federal or state level in advocating for deregulation without 
primary line Competition. If the Bells are successful in eliminating UNE-P, 
we think it Will mean continued retail regulation at the state level, which 
will also have the affect of distorting investment incentives for the Bells. 
For example, one alternative is for the Bells to accept the UNE-based 
competition and then challenge the state retail regulation. Certainly the 
Bells could argue that if the wholesale rules are working well, there is no 
need for retail regulation. This approach was adopted by VZ in New York 
where, in effect, VZ received a $2 month increase in residential phone rates 
in exchange for, TELRIC rate decreases. For the Bells, this tactic at least 
has the merits of keeping a significant percentage of the revenue in the Bell 
network. While we don't believe the Bells will adopt this approach, we note 
it to suggest that the critical question is not whether the Bells' core 
telephone network will be deregulated -- it is how it will be regulated until 
facilities-based competition for its primary lines -spreads more broadly, and 
then what will the Bell revenue stream look like when that happens. 
In this regard, we note that while UNE-P does in the short term hurt Bell 
economics, in the long term, the Bells do have significant defenses against 
such competition. As noted above, VZ, the leading BeJl in long-distance 
entry, has already proven it can stop the tide of UNE-P line encroachment. We 
believe VZ's intensified efforts to sell bundles will help even more. We 
think the other Bells are likely to follow VZ's lead in using bundles as a 
defense to UNE-P. (For a review of the Bell advantages in Bundling see our 
report, The Battle of the Bundles, June 2002.) 

The Bells' real nightmare - cable using.UNE-P to ramp up.. Ed Whitacre, 
CEO of SBC, said that AT&T and WorldCom were "abusing" UNE-P because they had 
no intention of building their own facilities. We note that while UNE-P is no 
doubt having a negative impact on the Bells, it would be far more damaging 
for the Bells if a facilities-based competitor, most notably cable companies, 
used UNE-P to attract a sufficient number of customers to justify the 
incremental investments in their own networks, to build up their back office 
systems and marketing while generating revenues, and then to migrate the 
customers entirely off the Bell network. While we have no indication that , 

anyone in the cable industry is contemplating such.a strategy, 
has asked the FCC to prohibit the merged Corncast/ AT&T Broadband cable 
company from using UNE-P) and we believe any such move by cable could set off 
a heightened political battle in which the Bells would receive greater 
deregulation, we note that UNE-P presents 'a way for cable companies to ramp 
up their telephony business in a more capital-efficient manner while being 
consistent with the ultimate goal of facilities-based competition. We also 
note that in the long-run, the continued growth of wireless and data will 
take an increasing share of telecom revenues. 

(though SBC 

Summary 

Additional Information Available Upon Request. 
Investment Rating: B-Buy, H-Hold, S-Sell 
Risk Rating: 1-Low, 2-Average, 3-High 

Legg Mason Wood Walker Inc. or an affiliate has received compensation for 
investment banking services from SBC Communications within the last 12 
months. Legg Mason Wood Walker Inc. or an affiliate has received compensation 
for investment banking services from Verizon Communications, Inc. within the 
last 12 months. Legg Mason Wood Walker, Inc. or an affiliate expects to 
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receive or intends to seek compensation for investment banking services from 
Verizon Communications, Inc. in the next 3 months. Legg Mason Wood Walker, 
Inc. or an affiliate expects to receive or intends to seek compensation for 
investment banking services from Qwest Communications Int'l., Inc. in the 
next 3 months. 
The information contained herein has been prepared from sources believed 
reliable but iS not guaranteed by us and is not a complete summary or 
statement of all available data, nor is it considered an offer to buy o r  sell 
any securities referred to herein. Opinions expressed are subject to change 
without notice and do not take into account the particular investment 
objectives, financial situation or needs of individual investors. No 
investments or services mentioned are available in the European Economic Area 
to private customers or to anyone in Canada other than a Designated 
Institution. Legg Mason Wood Walker, Inc. is a multidisciplined financial 
services firm that regularly seeks investment banking assignments and 
compensation from issuers for services including, but not limited to, acting 
as an underwriter in an offering or financial advisor in a merger or 
acquisition, or serving as a placement agent for private transactions. Legg 
Mason Wood Walker Inc.'s research analysts receive compensation that is based 
upon (among other factors) Legg Mason Wood Walker Inc.'~ overall investment 
banking revenues. Our investment rating system is three tiered, defined as 
follows: BUY - We expect this stock to outperform the S6P 500 by more than 
10% over the next 12 months. For higher-yielding equities such as REITs and 
Utilities, we expect a total return in excess of 12% over the next 12 months. 
HOLD - We expect this stock to perform within 10% (plus or minus) of the SLP 
500 over the next 12 months. A Hold rating is also used for those higher- 
yielding securities where we are comfortable with the safety of the dividend, 
but believe that upside in the share price is limited. SELL - We expect this 
stock to underperform the S6P 500 by more than 10% over the next 12 months 
and believe the stock could decline in value. We also use a Risk rating for 
each security. The Risk ratings are Low, Average, and High and are based 
primarily on the strength of the balance sheet and the predictability of 
earnings. Copyright 2002 Legg Mason Wood Walker, Inc. 

First Call Corporation, a Thomson Financial company. 
All rights reserved. 888.558.2500 
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Local Voice Driving 
Revenue Decline 

2QOZ/2QOl Changes By Product Group 
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A Shrinking Business 

(5.8)% 

Cash Operating Expenses (5-6)9b ' ' 

Depreciation & Amortkation I1 2% 

Operating Income (I 2 & ) O h  

Capita€ Investment (41)% 
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Financial Review 
. Financial Trends 
= UNE-P Impacts 

Randall Stephenwn 
Chief Financial Officer 

SBC Communications Inc. 
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UNE-P 
IXCs Exploit Very Large 

Discounts 
Discount 

Total Recurring From Retail Below Nm-SBC 
UNE-P Mb* Residential National Ave 

Illinois $15.68 555% 39% 
P . . . . . . . . . . . . . . .  

Michigan $14.44 63% 44% 
yYyY. .y- -Y-Y-r-  . . . . . . . . . .  

Ohia $13.22 57% 48YO 

Indiana $12.80 62% 5096 

$15.24 47Ya 4O0\0 Ca I ibrn la 
Wisconsin** $15.71 48% 39Yo 

.....I-- 
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Simple Margin Transfer 
With No Investnmnt . . .  . .  

Revenue 

Expenses 

Operating Margin 

Capital Investment 

Atneritech Consumer $-State Averaaes _. 
SBC IXC Using 

$36 $15 $4 1 
*$26 *$26 r"23 

$10 $(W $18 

Retatl SBC UNE-P SBC UNE-P 
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UNE-P Predominantly Used 
by the Two Largest IXCs 

SBC UNE-P L i m  
Added Per Qua-r 

AT&T 
and 

WCOI 

1402 2w2 

More than 7O0% of S6Cs 
UNE-P lines added in 2402 
were for the two largest IXG. 

From lQ02 to 2Q02, 
UNE-P lines added for 
AT&T a nd War1 dCom/ M CI 
tripled while UNE-Ps added 
for others actuaily declined. 

WorldCom receivables to 
SRC and its afiliates have 
grown to more than $400 
million . 



Dominant Use of UNE-P: 
To Target Residential Customers 

SeC €Jlll€-P Lines In -mice 
S3C's Four Largest UNE-P Stam 

. ,  . - ,  - ' . .  . .  . .  
. .  . - .  - .: . . 

. .  - . 
. ,  
. ... - .. . , _  

, . .  . . .  . . . . .  
. . .  . . .- . .  , . , ,  

'., 
. .  . .  

, ' .  , 

. .  . 
. .  

. .  . .  

+ In SBC's four largest 
UNE-P states, which have 
been targeted most 
aggressively by the large 
IXCs, residential 
customers represent an 
even higher percenkage 
of total UNE-Ps. 



IXC Lead Offers 
(Ameritech states) 

AT&T 

Pricing: $52.57 * 

Localservice 
- Accessline 

Calling features (3) 

Long Distance 
- Unlimited to other AT&T 

residential consumers 

MCI/WCOM 

Pricing: $49.99 * 

LocalService 

Access line 

- Calling features (5) 

Long Distance 
- -  Unlimited tong distance 

calling 



1 Ameritech Residentiat Customer ,SD,endinq 

36% 
I X C S C  

Quartile 2 $36-$43 299b 41Q/o 

$24-$36 219b 9QlO 

Quartile 4 $0-$24 14?40 ( 2 2 ) V O  

/ Quarti'e SBC 

SBC's resutting customer base will be 
1 --nprofitable, with no fmds for investment. I 

20 
# 



Clear IXC Strategy 
No CaDital Investment 

-We're pmfrta ble everywhere 
we sell b u s e  we limit ..L 

where we selE based on cost.... 
[W]e're deploying very little 
capital to make it 

Wayne #uyad 
coo, M a  

"We do not expect that the 
growth of our business will 
require the lewk of capital 
investment in fiber optics 

and switches that exi 
historical telewmmunkations 

Hiah Mamins, Lo w Risk 

"Our prhciple of maximizing 
cash requires that we anly 
enter s b k s  that meet our 
grass margin requirements.M 



Ul Capital Yarket Reaction 

Stock Pri :e:: 

S6C $29.87 $26.30 (12.0)% 

AT&T $10,7, $12.22 13.6Yi 
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Impacts 
Reduced Service Quality 
Reduced Ability to Provide Service to all 

No Incentive To Invest in Networks 
, .. . .  Customers . .  . .  

Eliminated Jobs 
Slower Deployment of New Services 
Increased Cost of Capital 
Weakened Equipment Suppliers 

..-. - c .  . .  _ .  
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